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Keck Investment Company,

Petitioner,

vs.

Commissioner of Internal Revenue,

Respondent.

BRIEF OF PETITIONER.

HISTORY AND PREVIOUS OPINION.

The Commissioner of Internal Revenue, Respondent

herein, on February 27, 1928, mailed to Petitioner, Keck

Investment Company, sometimes hereinafter referred to

as Taxpayer, what is termed a deficiency letter wherein

the Respondent proposed additional taxes against Peti-

tioner for the year 1923 in the sum of $44,047.19.

[R. p. 10.]

Within the sixty-day period Petitioner filed its appeal

with the United States Board of Tax Appeals wherein it

alleged, among other things, that Petitioner had sus-

tained a deductible loss in the sum of $250,594.50 on

account of the exchange of certain oil stock, and also

that its earnings for the year 1923 were not retained by
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it for the purpose of preventing the imposition of the

surtax upon its stockholders. [R. p. 4.]

The Board of Tax Appeals, on October 24, 1933,

promulgated its opinion (four members dissenting on the

application of Section 220 of the Revenue Act of 1921)

sustaining the Respondent. [R. p. 18.] Its final order

was entered on October 25, 1933. [R. p. 32.]

JURISDICTION.

Petitioner is a corporation duly organized and existing

under and by virtue of the laws of the State of California

with its principal place of business at Los Angeles, Cali-

fornia. Petitioner filed its income tax return for the

year 1923 with the United States Collector of Internal

Revenue at Los Angeles, California. [R. p. 5.]

The opinion of the United States Board of Tax Appeals

was promulgated on October 24, 1933 [R. p. 18], and its

final order of redetermination was entered on October 25,

1933. [R. p. 32.]

Petitioner filed its petition for review by this Honorable

Court with the Clerk of the United States Board of Tax

Appeals on January 22, 1934. [R. p. 43.] This appeal

was taken pursuant to the provisions of Sections 1001,

1002 and 1003 of the Act of Congress approved February

26, 1926, entitled the "Revenue Act of 1926" (44 Stat. 1,

109, 110; U. S. C. A., Sections 1224, 1225, 1226), as

amended by Section 603 of the Act of Congress approved

May 29, 1928, entitled "The Revenue Act of 1928" (45

Stat. 873), and as further amended by Section 1101 of

the Act of Congress approved June 6, 1932, entitled the

"Revenue Act of 1932" (47 Stat. 286).
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QUESTIONS INVOLVED.

I.

Did Petitioner during the year 1923 sustain a

deductible loss of $250,594.50 on account of the

EXCHANGE BY IT OF STOCK IN THE MiLEY-KeCK QiL

Company for stock in the Pacific Oil Company?

II.

Was Petitioner availed of in 1923 for the pur-

pose OF PREVENTING THE IMPOSITION OF THE SURTAX

UPON ITS STOCKHOLDERS THROUGH THE MEDIUM OF PER-

MITTING ITS GAINS AND PROFITS TO ACCUMULATE IN-

STEAD OF BEING DIVIDED OR DISTRIBUTED?

III.

Is Section 220 of the Revenue Act of 1921 uncon-

stitutional?

Statutes and Sections of the Constitution

Involved.

See Appendix pages 41-42.



STATEMENT OF FACTS.

Petitioner was incorporated on November 17, 1922,

under and by virtue of the laws of the State of California,

and ever since has been and now is a corporation, with

its principal place of business at Los Angeles, California.

Petitioner, in consideration of the issuance of 19,997

shares of its capital stock to William M. Keck and Alice

B. Keck and the assumption of liabilities by Petitioner in

the sum of $455,000.00, acquired on November 17, 1922,

the following- described property:

625,000 shares of the capital stock

of Superior Oil Company $625,000.00

5,000 shares of the capital stock

of Star Petroleum Com-

pany 70,000.00

999,980 shares of the capital stock

of Keck Drilling Cor-

poration 500,000.00

321,275 shares of the par value of

$1.00 each of the capital

stock of Miley-Keck Oil

Company 1,285,100.00

$2,480,100.00

Petitioner at the same time also acquired from Mr. and

Mrs. Keck notes receivable in the sum of $150,000.00 and

$300.00 in cash. Petitioner also issued three (3) addi-

tional shares of its capital stock for $100.00 per share.

The 19,997 shares of stock of Petitioner were issued in

equal proportions to William M. Keck and Alice B. Keck.

[R. p. 20.]



The stock of the Superior Oil Company received by

Petitioner was entered on Petitioner's books in the sum

of $625,000.00; the stock of the Keck Drilling Corpora-

tion received by Petitioner was entered on Petitioner's

books in the sum of $500,000.00; the stock of the Star

Petroleum Company received by Petitioner was entered on

Petitioner's books in the sum of $70,000.00 and the stock

of the Miley-Keck Oil Company was entered on Peti-

tioner's books in the sum of $1,285,100.00. [R. p. 21.]

The fair market value of the 625,000 shares of the capi-

tal stock of the Superior Oil Company at the time ac-

quired by Petitioner, to wit, November 17, 1922, was in

excess of $625,000.00, or in excess of $1.00 per share.

[R. pp. 53-54.]

The fair market value of the 5,000 shares of the capital

stock of the Star Petroleum Company at the time acquired

by Petitioner, to wit, November 17, 1922, was not less

than $70,000.00, being $14.00 per share. [R. p. 55.]

The fair market value of the 999,980 shares of the

capital stock of the Keck Drilling Corporation at the time

acquired by Petitioner, to wit, November 17, 1922, was

in excess of $500,000.00. [R. p. 56.]

The fair market value of the 321,275 shares of the

capital stock of the Miley-Keck Oil Company at the time

acquired by Petitioner, to wit, November 17, 1922, was

not less than $1,535,694.50, being $4.78 per share.

[R. pp. 46, 47, 48, 50, 51, 52, 84, 85, 86 and 87.]

The said Miley-Keck Oil Company at November 17,

1922, owned oil and gas leases on 60 separate parcels of



—8—
land in Sections 34 and 35, T. 5 S., R. 11 W. and Section

2, T. 6 S., R. 11 W. in Huntington Beach Townsite and

contiguous thereto in Orange County, CaHfornia. All of

these leases were dated October 20, 1920. On Nevember

17, 1922, the total liabilities of the Miley-Keck Oil Com-

pany exceeded the fair market value of all of its other

properties by the sum of $357,368.35. On November 17,

1922, the authorized and outstanding capital stock (all

common) of the Miley-Keck Oil Company amounted to

1,000,000 shares of the par value of $1.00 each. [R. pp.

21-22.]

The fair market value of said leases on November 17,

1922, was $5,141,670.91.

The cost to Petitioner on November 17, 1922, of the

321,275 shares of the capital stock of the Miley-Keck Oil

Company was $1,535,694.50. [R. pp. 46, 47, 48, 84, 85,

86, 87.]

In July, 1923, the Petitioner exchanged the 321,275

shares of stock of the Miley-Keck Oil Company for capi-

tal stock of the Pacific Oil Company having a readily

realizable market value of $1,285,100.00 at the time of

the exchange. The exchange was not in pursuance of

any plan of reorganization and Petitioner was not in con-

trol of the Pacific Oil Company immediately after the

exchange. The Pacific Oil Company stock so received

by Petitioner was entered upon its books at $1,285,100.00

and no gain or loss upon the exchange was reflected on

Petitioner's books. [R. p. 21.]
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Petitioner sustained a deductible loss during the year

1923 on account of the exchange by it of stock of the

Miley-Keck Oil Company for stock of the Pacific Oil

Company in the sum of $250,594.50, which was the dif-

ference between the fair market value of the stock of the

Miley-Keck Oil Company received on November 17, 1922,

and the readily realizable market value of the stock of the

Pacific Oil Company at the time received by Petitioner in

1923.

Petitioner was incorporated for many purposes, its main

purpose, however, being to engage in the business of ac-

quiring, selling, dealing in and developing oil property

and leases. During the year 1923 Petitioner's activities

consisted mostly of acquiring leases and properties and

financing the operations of the Superior Oil Company.

[R. p. 58.] Petitioner owned during the year involved in

this appeal approximately 40% of the outstanding capital

stock of Superior Oil Company. [Exhibit 1, R. p. 78,

also R. pp. 58 and 61.]

Mr. Keck was president of Petitioner as well as presi-

dent of the Superior Oil Company. [R. p. 50.] He and

the Petitioner were instrumental in getting the leases for

Superior Oil Company. [R. pp. 61-62.] The leases pro-

vided for forfeiture in the event development was not

carried on. [R. p. 61.] The development of these leases

required large sums of money. The Superior Oil Com-

pany did not have any credit and was unable to finance

its operations. It had no way of getting money, conse-
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quently Petitioner had to go to the bank and borrow

money which it turned over to the Superior Oil Company.

[R. p. 59.] During- the years 1923, 1924 and 1925 Peti-

tioner advanced to the Superior Oil Company the respec-

tive sums of $624,414.00, $878,057.60 and $100,000.00.

[Exhibit 3, R. p. 88.] These advances were made by

Petitioner for the purpose of protecting- its investment in

the stock of Superior Oil Company. Its stockholders were

unable to put up the money, consequently no assessments

were made by it. [R. p. 62.]

The Superior Oil Company, during the year 1923, in

order to obtain money to carry on its operations, offered

for sale additional shares of its capital stock. Petitioner,

in order to maintain its percentage of ownership and

control in the stock of Superior Oil Company, increased

its investment in said stock by the sum of $325,012.00.

The purchase of this stock was made by Petitioner also

for the purpose of protecting its investment in the stock

of the Superior Oil Company. [R. p. 60.]

Petitioner, during the year involved in this appeal,

to wit, 1923, had outstanding capital stock of $2,000,000.00

par value. Its books disclosed at December 31, 1923, an

addition to surplus of $158,675.95 and a total earned

surplus of $657,397.07; its books also disclosed at the

same time a donated or contributed surplus of $175,401.00.

During the year 1923 Petitioner paid as dividends the

sum of $50,000.00. [Stipulation, R. p. 76.]
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The books o£ account of Petitioner at December 31,

1923, did not reflect the true vakie of its assets. The

stock of the Keck Drilhng Corporation (999,980 shares)

was shown on Petitioner's books of account as having a

value of $400,355.96. [Stipulation, R. p. 75.] The

999,980 shares of the capital stock of the Keck Drilling

Corporation had a value on December 31, 1923 of less

than $50,000.00. [R. p. 58.]

The books of Petitioner did not reflect the loss of

$250,594.50 sustained by Petitioner during the year 1923

on account of the disposition of 321,275 shares of the

capital stock of the Miley-Keck Oil Company. [Stipula-

tion, R. pp. 75-76.]

Petitioner's earned surplus as shown by its books of

account should, therefore, be reduced by the sum of

$250,594.50; Petitioner's surplus should be reduced fur-

ther by at least the sum of $350,355.96. (This $350,-

355.96 is the difference between $400,355.96 and

$50,000.00. The Keck Drilling Company stock was

reflected on Petitioner's books at December 31, 1923, in

the sum of $400,355.96. The uncontradicted testimony of

Mr. Keck shows that this stock had a value of less than

$50,000.00 at December 31, 1923. [R. p. 22.]

)

Petitioner's earnings were not accumulated for the pur-

pose of preventing the imposition of the surtax upon

Petitioner's stockholders but were created for the purpose

of carrying on its business and protecting its investments.

[R. pp. 62-63.]



—12—

ASSIGNMENTS OF ERROR RELIED UPON.

Petitioner relies upon all the assignments of error which

may be summarized as follows:

(1) The Board of Tax Appeals erred in failing to

determine that Petitioner during the year 1923 sustained

a loss in the sum of $250,594.50 on account of the dis-

position by it of 321,275 shares of the capital stock of

the Miley-Keck Oil Company.

(2) The Board of Tax Appeals erred in failing to

find as a fact that the fair market value on November 17,

1922, of 321,275 shares of the capital stock of Miley-Keck

Oil Company was at least the sum of $1,535,694.50.

(3) The Board of Tax Appeals erred in holding that

Petitioner's undistributed earnings for the year 1923 were

retained by it for the purpose of preventing the imposi-

tion of the surtax upon Petitioner's stockholders.

(4) The Board of Tax Appeals erred in failing to

find that the fair market value on December 31, 1923,

of 999,980 shares of the capital stock of Keck Drilling

Corporation owned by Petitioner was not in excess of

$22,744.55.

(5) The Board of Tax Appeals erred in failing to

find that Petitioner's earned surplus at December 31,

1923, was only the sum of $29,191.16.
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ARGUMENT.

I.

Petitioner Sustained a Deductible Loss During the

Year 1923 in the Sum of $250,594.50 on Account

of the Exchange by It of 321,275 Shares of Stock

of Miley-Keck Oil Company for Stock of the

Pacific Oil Company Having a Readily Realizable

Market Value at the Date Acquired of $1,285,-

100.00.

The Respondent and the Petitioner agreed, in a stipula-

tion submitted to the Board [R. p. 72], that the stock of

Pacific Oil Company at the time acquired by Petitioner

in 1923 had a readily realizable market value of $1,285,-

100.00. Therefore, the only dispute between the Re-

spondent and the Petitioner in this issue is the cost to

Petitioner of the 321,275 shares of the capital stock of

the Miley-Keck Oil Company. The cost basis in deter-

mining the gain or loss on account of the disposition of

this stock would be the fair market value of the stock at

the time received by Petitioner, to wit, November 17,

1922.

The stock of the Miley-Keck Oil Company on Novem-

ber 17, 1922, was not traded in, nor did it have a free and

unrestricted market value on that date. Therefore, it

was necessary to determine the value of the stock by the

testimony of competent witnesses.

A Mr. John R. Roberts, an engineer revenue agent who

had been employed by the Government since 1925, made a

valuation report to determine the fair market value on

November 17, 1922, of the oil interests of the Miley-

Keck Oil Company. His report was dated October 12,
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1927. Mr. Roberts testified, and his testimony is uncon-

tradicted, that he had been an engineer revenue agent for

the Government since 1925 and for a number of years

prior thereto was an assistant revenue agent stationed at

Washington, D. C. ; that his duties consisted of establish-

ing the fair market value of oil properties for the Com-

missioner of Internal Revenue for the determination of

taxpayers' tax liabilities; that he determined the fair mar-

ket value on November 17, 1922, of certain leasehold

interests owned by the Miley-Keck Oil Company and

made a report thereon dated October 12, 1927. [R. pp.

46-47-48.] This report showed a total value of $5,141,-

670.91 which Mr. Roberts testified was the fair market

value of the leasehold interests of Miley-Keck Oil Com-

pany on November 17, 1922. [R. p. 48.] Using the

value established by Mr. Roberts discloses a value per

share of the stock of Miley-Keck Oil Company on Novem-

ber 17, 1922 of $4.78.

William M. Keck, an experienced oil man of California,

president of Petitioner as well as president and manager

of the Superior Oil Company and director and manager

of the Miley-Keck Oil Company, testified that in his

opinion the fair market value of the Miley-Keck Oil Com-

pany stock on November 17, 1922, the date acquired by

Petitioner, was at least $5.00 per share. [R. pp. 51-52.]

Mr. Keck, for sixteen years, had been engaged in buying,

selling and dealing in oil properties and was well quali-

fied to testify; in fact, his qualifications were not chal-

lenged by the Respondent. Neither the testimony of

Mr. Roberts, the Government's own engineer revenue

agent, nor the testimony of Mr. Keck was contradicted.

The Respondent offered no evidence whatsoever to refute
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the testimony of either one of these witnesses. There-

fore, their testimony is conclusive and the Board erred in

not finding as a fact that the stock of the Miley-Keck Oil

Company had a value at the date acquired by Petitioner

of at least $4.78 a share, or a total value of $1,535,694.50,

the value established by the Commissioner's own qualified

engineer. Mr. Roberts, the engineer revenue agent, in his

report dated October 12, 1927, determined a value on

November 17, 1922, of the leasehold interests of Miley-

Keck Oil Company of $5,141,670.91. [R. 26.] The

Board found that the liabilities of the Miley-Keck Oil

Company were $357,368.35 in excess of all assets, exclu-

sive of the leasehold interests. [R. p. 22.] The net

value, therefore, of the assets of that company on Novem-

ber 17, 1922, was $5,141,670.91 less $357,368.35 or

$4,784,302.56. Since the company had 1,000,000 shares

of stock outstanding the fair market value of the stock

of the Miley-Keck Oil Company was $4,784,302.56, or

$4.78 per share; the fair market value of the 321,275

shares of stock of Miley-Keck Oil Company acquired by

Petitioner was, therefore, $1,535,694.50.

The Board of Tax Appeals in its opinion stated [R. p.

26]:

"* * * the evidence presented by the petitioner

does not overcome the presumption of the correctness

of the taxpayer's books of account and of the deter-

mination of the respondent in accordance therewith.

We have no reason to assume that in 1922 the value

of the 321,275 shares of stock of the Miley-Keck
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Oil Co. was determined on any basis different from

that of the other assets acquired by the petitioner at

the same date and the petitioner admits that the

other assets were placed upon its books of account

at their fair market value. * * *"

There is nothing in the record to support the last state-

ment made by the Board. Mr. Keck testified that the

values at which the other assets were set upon Petitioner's

books of account in 1922 were very conservative figures.

There was no effort made in 1922 to determine the fair

market value of the assets acquired by Petitioner. Mr.

Keck was not a bookkeeper and there is no evidence in

the record to indicate that he had anything to do with

respect to the making of the entries on the books of Peti-

tioner. In answer to the question by counsel for the

Respondent as to what supervision he (Mr. Keck) had

over the maintenance of the book accounts Mr. Keck

stated [R. p. 64] :

"* * * I am not a bookkeeper, I am a driller.

I had to take the attorney's and accountant's word

for that, * * *."

It is a well established rule of law that bookkeeping

entries do not establish income or values, neither are they

evidence of values.

Doyle V. Mitchell, 235 F. 686;

Southern Pacific Ry Co. v. Miienter, 260 Fed. 837;

Seymour Manufacturing Co. v. Burnet, 56 F.

(2d) 494.
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In the Seymour case, supra, the taxpayer, before the

Board of Tax Appeals, in order to establish values placed

in evidence its vendor's book of account. The Circuit

Court of Appeals held that books of account showing

values were not sufficient to establish the value. The

Commissioner's determination of values in the instant case

was based solely upon the bookkeeping entries of Peti-

tioner.

There is nothing in the record to indicate that the

321,275 shares of stock of Miley-Keck Oil Company

were set upon Petitioner's books on November 17, 1922,

at their fair market value as there was no occasion at

that time for determining the fair market value and no

effort was made in that respect. Certainly, the uncontra-

dicted testimony of competent witnesses (one of them a

Government engineer) should be given more weight than

mere bookkeeping entries set up by accountants. It seems

strange that the Government would refuse to accept the

report of Mr. Roberts which was made in 1927, a num-

ber of years prior to the date of this trial. He deter-

mined the fair market value of the assets of Miley-Keck

Oil Company. The Government accepted his valuation in

determining Petitioner's depletion and depreciation de-

ductions. It would seem that the Government should be

bound by his valuation and should now be estopped to

deny it.

The Board also stated [R. p. 27] :

''* * * We think that the estimate of the offi-

cers of the corporation in 1922 is entitled to more

weight than the estimate of William M. Keck in

1932, the date of the hearing * * *."
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As heretofore stated, there is nothing in the record to

indicate that an attempt was made by the officers of

Petitioner in 1922 to determine the fair market value.

The Government does not hesitate to ignore bookkeep-

ing entries when it is to the financial interest of the Gov-

ernment to do so. The Government is constantly ignor-

ing bookkeeping entries; in fact, unless it did so its

revenues would be greatly jeopardized. Tax problems

are practical problems, and realities and not presumptions

should be taken into consideration in determining a tax-

payer's liability to his Government. Inasmuch as two

qualified witnesses testified that the Miley-Keck Oil Com-

pany stock on November 17, 1922, had a value of at

least $4.78 a share, it is most respectfully submitted that

this value should be accepted in the determination of the

issue in this case.

The case of Bonwit Teller & Co. v. Commissioner of

Internal Revenue, 53 F. (2d) 381, cites the case of Boggs

& Buhl V. Commissioner, 34 F. (2d) 589 (C. C. A. 3),

wherein the court said at page 861

:

"* * * While the board may, as a general

principle, reject expert testimony and reach a con-

clusion in accordance with its own knowledge, ex-

perience, and judgment, yet it must have knowledge

of and experience with the particular subject under

consideration. There is no evidence that the board

had any independent and personal knowledge what-

ever of the business, reputation, and good will of the

petitioner. Therefore it could not set aside or dis-
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regard all the positive and affirmative evidence as to

the value of the good will, and base its conclusion

upon conjecture. Midland Valley R. R. Co. v. Fulg-

ham (C. C. A.), 181 F. 91, 95; De Ford v. Com-

missioner (C. C. A.), 29 F. (2d) 532. Consequently

it should not have disregarded the only positive and

direct evidence as to the value of the good will of

the petitioner. * * *"

In the case of Redfield v. Eaton, 53 F. (2d) 693, the

court said at page 696:

*'* * * No one doubts that his decision" (the

Commissioner's) "is sufficient basis for the additional

assessment and levy; thus casting on a plaintiff, who
brings the controversy into court, the burden of proof

upon all material allegations of the complaint. But

that the Commissioner's decision, resting on evi-

dence not presented to the court—in this case the

defendant offered not a single witness—has the qual-

ity of probative evidence in determining the prepon-

derance of evidence, is a proposition supported neither

by authority nor reason,"

Inasmuch as the record conclusively shows that the

cost to Petitioner of the stock of the Miley-Keck Oil Com-

pany when acquired by it on November 17, 1922, was

$1,535,694.50, and in view of the fact that the stock of

the Pacific Oil Company at the date acquired by Petitioner

in exchange for stock of Miley-Keck Oil Company had a

readily realizable market value of $1,285,100.00, Peti-

tioner sustained a deductible loss during the year 1923 in

the sum of $250,594.50.
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II.

Petitioner's Earnings for the Year 1923 Were Not Re-

tained by It for the Purpose of Preventing the Im-

position of the Surtax Upon Its Stockholders.

The Board of Tax Appeals held that the undistributed

earnings of Petitioner for the year 1923 were retained by

it for the purpose of preventing the imposition of the

surtax upon its stockholders. The determination of this

issue necessarily involves the determination of intent or

the state of mind of the officers of Petitioner.

Petitioner's articles of incorporation [Exhibit 1, R. p.

78] disclose that it was organized for many purposes, its

main purpose being that of engaging in buying, selling,

leasing and developing oil properties. The uncontradicted

evidence shows that Petitioner and its president, William

M. Keck, had been instrumental in obtaining leases for

the Superior Oil Company [R. p. 61] and that Petitioner

in 1922 acquired 625,000 shares of stock of the Superior

Oil Company, which was approximately 40% of its total

outstanding stock. [R. p. 73.] The record further shows

that additional investment was made by Petitioner in the

stock of the Superior Oil Company in the year 1923 for

the purpose of maintaining its ratio of stock ownership

and control and also for the purpose of protecting Peti-

tioner's investment in the stock of the Superior Oil Com-

pany. [R. p. 60.] The evidence further shows that the

leases of the Superior Oil Company required it to carry

on extensive drilHng operations and for default thereof

the leases provided a forfeiture. The Superior Oil Com-

pany did not have bank credit or means with which to

carry on its drilling operations. The stockholders of the
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Superior Oil Company other than Petitioner were unable

to assist in financing its operations and, therefore, no

assessments were made by the Superior Oil Company.

Petitioner during the years 1923, 1924 and 1925 ad-

vanced to the Superior Oil Company the respective sums

of $684,414.00, $878,057.60 and $100,000.00. The un-

contradicted evidence shows that these advances were

made by the Keck Investment Company for the purpose

of protecting its investment in the stock of Superior Oil

Company. [R. pp. 61-62.]

The uncontradicted testimony of Mr. Keck shows that

the Keck Investment Company did not retain any of its

earnings during the year 1923 for the purpose of pre-

venting the imposition of the surtax upon its stockholders.

He testified that it was necessary for Petitioner to retain

its earnings in order to protect its investment in the

Superior Oil Company. He specifically denied that the

corporation retained its earnings for the purpose of pre-

venting the imposition of the surtax upon its stock-

holders. [R. pp. 62 and 63.] He further stated that it

was necessary, in his opinion, as president of the Peti-

tioner, for it to retain its earnings in order to

procure bank credit and protect the investment of the

Petitioner in the stock of the Superior Oil Company.

[R. p. 63.]

As heretofore shown, the testimony of Mr. Keck was

uncontradicted. The Respondent offered no evidence

whatsoever in rebuttal thereof or in support of his de-

termination that the earnings were retained for an unlaw-

ful purpose. The Board, therefore, erred in not making

a finding on this uncontradicted evidence and also erred

in failing to hold that the earnings were retained for pur-
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poses other than the avoidance of surtaxes. Tax-deter-

mining bodies should not ignore the testimony of wit-

nesses. It was error for the Board to do so. The Board

of Tax Appeals does not have the right, it is most re-

spectfully submitted, to substitute assumptions for facts.

The Board should not have disregarded the only positive

and direct evidence on this issue. Counsel for Petitioner

recognizes that the determination of the Commissioner is

prima facie evidence and places the burden of proof upon

the Petitioner. This burden of proof was accepted by the

Petitioner and was sustained. The contentions of the

Petitioner in this respect are supported by the cases of

Bonzmt Teller & Co. v. Commissioner of Internal Revnue,

53 F. (2d) 381; Boggs & Buhl v. Commissioner, 34 F.

(2d) 589, and Redfield v. Eaton, 53 F. (2d) 693. In the

last mentioned case the court stated:

"* * * But that the Commissioner's decision,

resting on evidence not presented to the court—in

this case the defendant offered not a single witness

—

has the quality of probative evidence in determining

the preponderance of evidence, is a proposition sup-

ported neither by authority nor reason."

There is nothing in the record to indicate an intention

on the part of Petitioner to assist its stockholders in escap-

ing surtaxes by the retention of its earnings. Certainly

a corporation has the right to protect its investments.

The evidence clearly shows that this is what the Peti-

tioner was doing. There is nothing in the record to

incUcate that Petitioner made the advances to Superior

Oil Company for the purpose of preventing the imposition

of surtaxes upon its stockholders; in fact, the uncontra-

dicted evidence shows that the advances were made in
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order to protect Petitioner's investments. If a corpora-

tion retains its earnings, as in this case, for the purpose

of protecting its investments, it certainly should not be

charged with such a severe penalty as the one imposed in

this case.

The only question presented to the Board on this issue

is whether Petitioner had been availed of during the year

1923 for the purpose of preventing the imposition of the

surtax upon its stockholders through the medium of per-

mitting its gains and profits to be accumulated instead of

being distributed. The Respondent in his sixty day letter

[R. p. 12] states:

"* * * this office holds that your corporation

was availed of for the purpose of evading the im-

position of surtaxes upon its stockholders * * *."

Despite the fact that this was the only issue in the case,

the Board of Tax Appeals apparently concluded that

Petitioner had been formed for the purpose prohibited by

the statute. In its opinion the Board stated [R. p. 30]

:

"* * * If the Keck Investment Co. had not been

formed there is no question but that the two principal

stockholders would have been liable to surtax not

only upon the net income shown by the petitioner

upon its income tax return for 1923, but also to

income tax upon $146,966.44 of dividends from

domestic corporations. Through the instrumentality

of the petitioner surtax was avoided by the two

principal stockholders upon all but $50,000 paid by

the petitioner as dividends. * * *"



Section 220 of the Revenue Act of 1921 is highly penal

in character and should be strictly construed in favor

of the taxpayers. United Business Corporation of

America v. Commissioner of Internal Revenue, 19 B. T.

A. 809, 826. It is generally recognized that a corporation

has the right to accumulate from its earnings a surplus

reasonably commensurate with its business needs. The

statutory intent should not, therefore, be imputed to a

corporation engaged in doing that which it has a legiti-

mate and lawful right to do, namely, to accumulate

a reasonable surplus. The question of whether there is a

purpose to prevent the imposition of the surtax upon the

stockholders comes into importance only when the accumu-

lated gains and profits exceed the reasonable needs of the

business. Certainly a corporation should not be penalized

because it is doing the thing it is lawfully permitted to do.

It is obvious that a corporation which permits its gains

and profits to accumulate assists and helps the stock-

holders in escaping surtaxes. It is believed that Congress

never intended by the enactment of Section 220 to im-

pede corporations in the performance of their legitimate

and necessary functions, nor to impose a penalty, in the

form of burdensome tax, in the case of a corporation

engaged in accumulating not more than a reasonable

surplus.

The record conclusively shows that the surplus accumu-

lated by Petitioner was reasonably needed in its business.

Unless a corporation does accumulate a surplus in ex-

cess of the needs of its business, it should not be subject

to the tax imposed by Section 220. The Commissioner of
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Internal Revenue since 1913 has supported this view.

Treasury Decision 2135 under the 1913 Act provided:

"Sub. 2 of Paragraph A. Income tax law
Oct. 3, 1913, imposes no duty on the taxpayer

TO ascertain his distributive interest in the

UNDIVIDED PROFITS OF CORPORATIONS FOR THE PUR-

POSE OF MAKING RETURN OF THE AMOUNT, IN ADDI-

TION TO THE AMOUNT OF DIVIDENDS DECLARED ON

HIS STOCK, UNLESS THE SECRETARY OF THE
TREASURY HAS CERTIFIED THAT IN HIS OPINION

SUCH ACCUMULATION IS UNREASONABLE FOR THE

NEEDS OF THE BUSINESS.""

While the 1913, 1916, and 1917 Acts used the ex-

pression ''formed or fraudulently availed of for the pur-

pose * * *," and the 1918 Act is the first act where the

expression "fraudulently" was omitted, the purpose of

the various acts was the same. Under all the acts the

regulations and rulings of the Commissioner required an

unreasonable accumulation to bring a corporation under

the section. A certification was required that the accumu-

lation of profits was unreasonable. The same interpretion

in this respect has been given the 1918 and the 1921

Acts.

The Senate Committee on Finance, in its report on the

revenue bill of 1918, with respect to section 220, said:

"It was believed that the incentive to withhold

from distribution as dividends earjtings not required

for legitimate business uses exists chiefiy in the case

of certain corporations the stock of which is very

closely held, * * *. The Committee * * *

has provided that in the case of any corporation

formed or availed of for the purpose of permitting
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gains or profits to accumulate instead of being"

divided the income shall be taxed to the stockholders

in the same manner that partnership earnings are

taxed to partners." (Italics supplied.)

At the time of the enactment of section 220, the evil

sought to be remedied was the evasion of taxation by a

corporation withholding from distribution as dividends

"earnings not required for legitimate business uses," and

it was undoubtedly in such a situation that Congress in-

tended the provisions of the section to apply.

Upon the enactment of the Revenue Act of 1918, the

Commissioner of Internal Revenue promulgated Regula-

tions 45 thereunder, in which it was provided:

"Art. 352. Purpose to escape surtax.—The ap-

plication of section 220 of the statute depends upon

the two elements of (a) purpose to escape the surtax

and (b) unreasonable accumulation of gains and

profits. * * *

"Art. 353. Unreasonable acciiimtlation of profits.

—An accumulation of gains and profits is unreasona-

ble if it is not required for the purpose of the

business, considering all the circumstances of the

case. * * *"

While the regulations under the 1921 Act do not use

this language, there is nothing therein inconsistent with

this interpretation, and the rulings of the Commissioner

under that act are substantially in accord with the rulings

and regulations under the 1918 Act and previous acts

as to the accumulation of surplus. In the case of a

corporation engaged in business as distinguished from a

mere holding company, the question has been whether
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the accumulation of profits was unreasonable for the

business needs. See Advisory Board Memo. 2, 1 C. B.

181; O. D. 106, 1 C. B. 181; S. M. 1117, F. C. B. 182;

O. D. 838, 4 C. B. 226.

After this long period of executive interpretation the

Congress in subsequent revenue acts has used substantially

the same language to accomplish the same purpose,

v^hich would indicate a Congressional approval thereof.

This is shown more clearly by the language of the Com-

mittee reports on the various revenue bills.

In the 1921 Act, the tax is imposed directly upon the

corporation instead of the stockholders. With this ex-

ception and a change in the rate of tax from 25 per

cent to 50' per cent, the provisions of section 220 have

been continued in all revenue acts since 1918. In the

1928 Act it appears as section 104.

In that connection, the Staff of the Joint Committee on

Internal Revenue Taxation stated in its report:

"The Congress has recognized since 1913 that

corporations could be formed, or availed of, for the

purpose of evading surtax on the stockholders of

such corporations. * * *

"The two greatest difficulties facing the administra-

tion in applying the present provision consist, first,

in proving the 'purpose' to evade, and, second, in

proving what constitutes 'the reasonable needs of

the business.'

"A provision is suggested which will tend to give

some incentive to corporations to make reasonable

distributions, without going to the extent of forcing

unwise distributions."
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And the Senate Committee on Finance, in its report on

the 1928 bill, stated:

'The House bill (sec. 104), through an artificial

definition of' personal holding companies, attempted

to strengthen the provisions of the existing law

(sec. 220) relating to the evasion of surtaxes through

the formation of corporations and the accumulation

of income. As in the case of all arbitrary definitions,

the effect was to penalize corporations which were

properly building up a surplus and to fail to recognize

business necessities and sound practices. * * *

Accordingly, your committee recommends that the

provision of the House bill be eliminated and the

provisions of existing law be restored."

The recommendation of the Finance Committee was

adopted in the final passage of the 1928 Act which clearly

shows that it was the legislative intent that the provisions

should not be so construed as "to penalize corporations

which were properly building up a surplus," and that in

the application of those provisions recognition should be

given to business necessities and sound practices.

The Commissioner has not changed his construction

of Section 220, as embodied in the regulations

promulgated under the 1918 Act.

The Circuit Court of Appeals for the Third Circuit has

adopted the view expressed in the legislative history re-

ferred to heretofore.

In the case of Commissioner of Internal Revenue v.

Duke, et al. C. C. H. No. 4915, decided January 10,

1933, the court held:

"A careful study of Section 220 discloses that be-

fore there can be an assessment under its provisions,
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in a case such as the one presented here, there must

be not only an accumulation of gains and profits

beyond the reasonable business needs of the corpora-

tion, but such accumulation must have been per-

mitted by the corporation with the intention and

for the purpose of enabling its stockholders to evade

the payment of surtaxes on dividends which other-

wise would have been distributed to them. Even if

it should clearly appear that the accumulations were

in excess of the reasonable needs of the corporate

business, Section 220 would not apply unless it

further appears that the accumulations were inten-

tionally permitted for the express purpose of enabling

the stockholders to evade the surtax. * * *"

"* * * Necessarily, the directors and officers of

a corporation must be given, even in federal tax

matters, some discretion and some latitude as to

what constitutes the reasonable needs of the cor-

porate business. It may well be doubted if the

Federal Government, for the purpose of increasing

its taxes, can absolutely destroy or arbitrarily limit

this discretion resting in the directors of a corpora-

tion organized under State law. * * *"

The Board of Tax Appeals did not question the qualifi-

cations or the credibility of either of Petitioner's wit-

nesses. Their testimony is uncontradicted and is con-

clusive in the determination of the issue involved in this

case.

Kansas City S. R. Co. v. Alters, 223 U. S. 573;

United States v. 53 Boxes of Cigars, Fed. Case

15,098.
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Fraud is never presumed and neither is intent to violate

a taxing statute. While the statute does not charge

fraud on the part of Petitioner for failing to distribute

all of its earnings, nevertheless, the penalty imposed in

many instances is much higher than the penalty for com-

mitting fraud. If the taxpayer had filed a fraudulent re-

turn and had underpaid its tax by $100.00, it would have

been penalized only $50.00. In the case at bar Petitioner

is penalized in the sum of $19,805.58. The severity of

this penalty should require a liberal consideration of

the evidence on the part of the tax-determining body. It

is submitted that the Board's opinion is based upon un-

supported presumptions and that there are no facts to

support its conclusion.

Petitioner did not have a large or unneeded surplus.

Its balance sheet at January 1, 1923, shows a donated

surplus of $175,400.00 and an earned surplus of $498,-

721.12 and that at December 31, 1923, an earned surplus

of $657,397.07 and a donated surplus of $175,401.00.

[Stipulation, R. p. 76.]

The earned surplus at the end of 1923 of $657,397.07

was not a true surplus as conclusively established by the

testimony of Mr. Keck. The 999,980 shares of stock

of the Keck Drilling Company were shown to have a

value of $400,355.96. The uncontradicted testimony of

Mr. Keck shows that this company had not been in

operation for some time and that it had no good will

despite the fact that it was set up on its books of account

as having a value of $892,246.20. Mr. Keck testified

that the stock of Keck Drilling Corporation at the end

of 1923, reflected on Petitioner's books of account at

$400,355.96, had a fair market value of less than
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$50,000.00. It is evident that the surplus of $657,397.07

should be reduced by at least the sum of $350,355.96.

The surplus account of Petitioner at December 31,

1923 did not reflect the loss sustained by Petitioner during

the year 1923 of $250,594.50 on account of the ex-

change by Petitioner of Miley-Keck Oil Company stock

for stock of the Pacific Oil Company. In determining

whether Petitioner had a reasonable surplus or any sur-

plus whatever, actual surpluses should be considered.

The Petitioner's surplus should be reduced by the two

foregoing items which would reduce Petitioner's surplus

to less than $50,000.00.

The balance sheet of Petitioner was made the basis

of the Commissioner's determination that Petitioner had

been availed of for the purpose of preventing the imposi-

tion of the surtax upon its stockholders through the

medium of permitting its gains and profits to accumulate

instead of being distributed or divided. [Deficiency letter,

R. p. 12.]

The uncontradicted testimony shows that Petitioner's

earned surplus at the end of 1923 did not amount to more

than $50,000.00. When the realities are taken into con-

sideration in connection with the actions of the Petitioner

it is quite evident that Petitioner's earned surplus was not

unreasonably large for the needs of its business. As

heretofore stated, in order to protect its investment in

the Superior Oil Company, which was its largest invest-

ment, Petitioner advanced during the years 1923, 1924

and 1925 the respective sums of: $624,414.00, $878,057.60

and $100,000.00. The record is replete with evidence

showing an honest intention on the part of Petitioner to



-32—

use its earnings for the purpose of protecting its invest-

ment and not for the purpose of assisting its stockholders

to escape taxes. The Commissioner offered no evidence

whatsoever to rebut the uncontradicted testimony with

respect to these matters and, therefore, the Board erred

in not finding and holding that Petitioner's earnings were

legitimately retained. The evidence of honest intent not

only preponderates in favor of Petitioner, but is also

conclusive since there was nothing to contradict it. The

statute as severe as it is, should be strictly construed

against the Government and in favor of the taxpayer, and

particularly where a taxpayer is doing that which under

the state laws it may lawfully do. It is a severe Federal

statute that imposes a penalty so large and unconscionable

as this statute does on a corporation that is doing the

things that it is lawfully permitted to do. Certainly,

Petitioner had the right to protect its investments. It

would have a right to retain earnings to pay taxes and

other charges on real estate; it certainly would have a

right to retain earnings to develop the property; and cer-

tainly a California corporation has the right to retain

its earnings for the purpose of protecting its investments

in other corporations. If the Federal statute can con-

stitutionally penalize a state corporation for failing to pay

out all of its needed earnings, then there is no reason

why Congress cannot penalize a corporation for not

selling all of its assets in order to subject itself to tax

on the gains. The constitutionality of this will be dis-

cussed in a later point, it being urged here merely to

show how drastic the Act is and also to demonstrate the

unconscionable burden that is placed upon this Petitioner.



In view of the foregoing it is respectfully submitted

that petitioner's earnings for the year 1923 were not

retained by it for the purpose of preventing the imposi-

tion of the surtax upon its stockholders, but were re-

tained for a lawful purpose, and that therefore the hold-

ing of the Board in this respect was erroneous and should

be reversed. In this connection it is respectfully pointed

out that four members of the Board dissented on the

application of Section 220 of the Revenue Act of 1921.

Counsel for Petitioner have searched the record most

diligently to find any evidence that would even indicate

an intention to assist the stockholders in avoiding sur-

taxes. It is respectfully submitted that there is no such

evidence. The Board's opinion is based upon the pre-

sumption that, because the stockholders did not pay sur-

taxes on the retained earnings, the corporation was guilty

of violation of this section. No corporation can accumu-

late even one dollar without assisting the stockholders in

escaping surtaxes. The Act never intended to penalize a

corporation for accumulating a surplus even though by the

accumulation of surplus the stockholders were assisted in

escaping the surtax. The statute should apply only in

those cases where the intent is plainly present.

In view of the uncontradicted testimony that Peti-

tioner's undistributed earnings for the year 1923 were not

retained by it for the purpose of preventing the imposi-

tion of the surtax upon its stockholders, it is respectfully

submitted that the Board's opinion is erroneous and should

be reversed.
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III.

Section 220 of the Revenue Act of 1921 Is Unconsti-

tutional and Void.

(a) Section 220 of the Revenue Act of 1921

ViojLATES the Letter and Spirit of the Tenth
Amendment to the Constitution.

Petitioner, as a California corporation, is governed by

the laws of the State of California with respect to its

operations and particularly with respect to the right of

the corporation to declare dividends. The power to

regulate a corporation is one that was not delegated to

the United States but was a power reserved to the States

alone. Section 220 of the Revenue Act of 1921 violates

the Tenth Amendment to the Constitution in that it con-

stitutes an attempt by Congress under the guise of a tax

to exercise a power not delegated to the United States.

If Congress can constitutionally impose a confiscatory

penalty against a corporation for doing that which the

State law permits, namely, accumulating a reasonable

surplus, then there is no reason why Congress could not

impose a confiscatory penalty against corporations as well

as individuals for not selling their property in order to

subject themselves to income taxes. Indeed, it would seem

to be more logical for Congress to penalize a corporation

for not selling its property than to penalize a corporation

for not creating the liability of another taxpayer. It is an

elementary rule of law that the distribution of dividends

is a matter left to the discretion of the board of directors.

The courts have not hesitated to compel a distribution

when the accumulation of earnings was beyond the rea-

sonable needs of a corporation and, therefore, in violation



—35—

of the discretion o£ the officers. However, the courts have

always upheld the retention of earnings where it appeared

that those earnings were reasonably needed for the busi-

ness of a corporation.

Petitioner discharged its full obligation to the Govern-

ment when it paid tax on the income received by it. To

compel it to pay a confiscatory penalty merely because

another taxpayer did not pay the taxes Congress intended

should be paid is a most unreasonable statutory require-

ment.

Counsel for the Petitioner are not unmindful of the

fact that the Second Circuit Court of Appeals in the case

of United Business Corporation of America v. Commis-

sioner of Internal Revenue, 62 F. (2d) 754, and the

Court of Claims in the case of Williams Investment Com-

pany V. United States, 3 Fed. Supp. 225, 12 A. F. T. R.

671, held the Act to be constitutional. In both of these

cases the court held that Congress had the power to

prevent evasion of its tax laws. Counsel for Petitioner

frankly admit Congress has such power. It is difficult

to determine the limits of that power, if there be any

limits, but it is most respectfully submitted that Congress

has not the power to penalize a taxpayer for doing that

which it may legally do. Congress may impose any

penalty upon a taxpayer for not paying taxes levied

against it, but that is a very dififerent thing from saying

that Congress can impose a penalty on one taxpayer for

not taking steps to make or create income so that someone
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else may be compelled to pay a tax. If this Act is held

constitutional, then it would seem to be appropriate for

Congress to impose a penalty upon an individual for not

buying property of another taxpayer in order that that

other taxpayer may be compelled to pay a tax on the

gain derived. Congress cannot create income (Eisner

V. Macomher, 252 U. S. 189), and yet that is the effect

of the application of this section. It attempts to create

income in the hands of the stockholders of a corporation

and levies a confiscatory penalty against the corporation

for not so creating the income.

The power to tax is the power to destroy; the power

to impose or levy a confiscatory penalty is the power to

annihilate. The penalty imposed upon this corporation is

not a tax on income although measured by income. It is

strictly a penalty or at least a direct tax which has not

been apportioned.

In view of the foregoing it is respectfully submitted

that Section 220 of the Revenue Act of 1921 is an attempt

by Congress under the guise of a tax to exercise a power

not delegated to the United States and therefore in viola-

tion of the Tenth Amendment to the Constitution.

Congress, under the guise of a tax cannot penalize the

doing of that which Congress itself cannot legally do.

H. P. Trusler v. Crooks, 269 U. S. 475. See also United

States V. DeWitt, 9 Wall. 41 ; 76 U. S. 593.
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(b) Section 220 of the Revenue Act of 1921 as

Applied by the Board Violates the Fifth

Amendment to the Constitution.

Section 220 of the Revenue Act of 1921 imposes an

unconscionable penalty upon a corporation for doing a

lawful act. Petitioner, by retaining its earnings for the

year 1923, did not violate any duty to the Federal Gov-

ernment. The penalty imposed by this section cannot

rightfully be considered a tax on income although the

income is a measurement of the penalty. The Act penal-

izes a corporation for the failure on the part of other

taxpayers, to wit, the stockholders, to pay a tax upon

the undistributed earnings. Certainly, Congress has the

right to penalize a taxpayer for not paying the taxes

levied against that taxpayer, but that is entirely different

from penalizing one taxpayer for not discharging the

obligation for another taxpayer. The penalty imposed

against this taxpayer is a confiscatory penalty for re-

fraining from doing that which there is no obligation

to do and which Congress is not empowered to compel.

The penalty, as heretofore stated, is far in excess of the

penalty for filing a fraudulent return. On account of the

foregoing, the Act as applied by the Board of Tax Ap-

peals is so arbitrary and capricious as to amount to con-

fiscation, and, therefore, violates the Fifth Amendment

to the Constitution.

Nichols V. Coolidge, 274 U. S. 531

;

Untermyer v. Anderson, 276 U. S. 440.
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(c) Section 220 of the Revenue Act of 1921

Violates the Spirit of the Eighth Amendment

TO THE Constitution.

The Eighth Amendment states

:

"Excessive bail shall not be required, nor excessive

fines imposed, nor cruel and unusual punishments

inflicted."

Counsel for Petitioner recognizes that this section has

generally been held to relate to criminal offenses, but

certainly if the Constitution is to be given vitality it

should be liberally construed and it is quite evident that

the framers of the Constitution intended that no exces-

sive fines or penalties should be laid. A penalty of such

magnitude as in this case is certainly the equivalent of a

fine. The Supreme Court in the case of United States v.

Chouteau, 102 U. S. 246, at page 249, held that "* * *

The term penalty involves the idea of punishment, and its

character is not changed by the mode in which it is

inflicted, whether by a civil action or a criminal prosecu-

tion. * "" *"

When the penalty imposed by Section 220 is compared

with the fraud penalty of the same Act, it is quite ap-

parent that the penalty now imposed upon this taxpayer

is much greater than would be the fraud penalty.

It is respectfully urged that the penalty imposed by

Section 220 upon this Taxpayer is the most arbitrary and

one of the severest penalties imposed upon any citizen.
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The fact that the Act was intended to prevent the avoid-

ance of surtaxes certainly is no answer to the legitimacy

of the section. It is recognized that Congress has wide

powers with respect to levying taxes, but it would

appear that there should be some limitation to the power,

and particularly where, as in this case, the penalty

is so severe and is imposed upon a taxpayer for doing that

which it has a legal right to do.

It is a recognized rule of law that the acts of Congress

are not to be set aside unless they do violate the Con-

stitution, but there is a more fundamental rule of law and

that is that the letter as well as the spirit of the Con-

stitution should be given vitality. It cannot be success-

fully said that the revenues of the Government would be

seriously affected if Section 220 of the Revenue Act of

1921 should be held unconstitutional. In considering this

phase of the question we should not take into considera-

tion only the year 1923. Stockholders cannot avoid pay-

ing taxes on income they receive and they can force a

distribution of earnings when the discretionary powers

with respect to their retention are violated by the directors

of the company. In this case the earnings of the cor-

poration were not unreasonable for the needs of the

business, in fact, the evidence clearly shows that the earn-

ings were insufficient to properly protect its investments;

not only that, but if the loss claimed in the first point

were allowed there would be no net income upon which

the penalty could be superimposed. The loss was a sub-
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stantial one. That is supported by the Government's own

engineer. His determination was approved by the Com-

missioner and has not been repudiated since 1927 except

in this case. A determination by this Court that this

loss was deductible, or in holding that the earnings were

not retained for the purpose of preventing the imposition

of surtaxes would eliminate a consideration of the con-

stitutional question.

Respectfully submitted,

Thomas R. Dempsey,

A. Calder Mackay,

Attorneys for Petitioner.

1104 Pacific Mutual Building, Los Angeles, California.



APPENDIX.

Revenue Act of 1921

:

"Sec. 220. That if any corporation, however created

or organized, is formed or availed of for the purpose of

preventing the imposition of the surtax upon its stock-

holders or members through the medium of permitting

its gains and profits to accumulate instead of being divided

or distributed, there shall be levied, collected, and paid

for each taxable year upon the net income of such cor-

poration a tax equal to 25 per centum of the amount

thereof, which shall be in addition to the tax imposed

by section 230 of this title and shall be computed, col-

lected, and paid upon the same basis and in the same

manner and subject to the same provisions of law, in-

cluding penalties, as that tax: Provided, That if all the

stockholders or members of such corporation agree there-

to, the Commissioner may, in lieu of all income, war-

profits and excess-profits taxes imposed upon the cor-

poration for the taxable year, tax the stockholders or

members of such corporation upon their distributive

shares in the net income of the corporation for the taxable

year in the same manner as provided in subdivision (a) of

section 218 in the case of members of a partnership. The

fact that any corporation is a mere holding company, or

that the gains and profits are permitted to accumulate

beyond the reasonable needs of the business, shall be

prima facie evidence of a purpose to escape the surtax;

but the fact that the gains and profits are in any case
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permitted to accumulate and become surplus shall not be

construed as evidence of a purpose to escape the tax in

such case unless the Commissioner certifies that in his

opinion such accumulation is unreasonable for the pur-

poses of the business. When requested by the Commis-

sioner, or any collector, every corporation shall forward

to him a correct statement of such gains and profits and

the names and addresses of the individuals or share-

holders who would be entitled to the same if divided or

distributed, and of the amounts that would be payable

to each."

Fifth Amendment to the Constitution:

''Nor [shall any person] be deprived of Hfe, liberty, or

property, without due process of law."

Eighth Amendment to the Constitution:

"Excessive bail shall not be required, nor excessive fines

imposed, nor cruel and unusual punishments inflicted."

Tenth Amendment to the Constitution:

"The powers not delegated to the United States by the

Constitution, nor prohibited by it to the states, are re-

served to the states respectively, or to the people."


